








VOLUME VIII 
No. 4 


THE 








f f 


} 


LP p 
. Or ue | 
| / or, 14S Sy [pril, 1947 
i + ’ 
\ / Ma, 7. : On 


“i 





j 





| Rp 
TAX R AT 4 


Copyright, 1947, by Tax Foundation, New York, N. Y. 








DOUBLE TAXATION OF DIVIDENDS 
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Westinghouse Electric Corporation 


M ANY tax men have rounded their respective corners to 
attack the dilemma of the double taxation of divi- 
dends. We have been burdened with this problem for a 
great many years. It has entered heavily into any discussion 
of federal taxation. Some wonder whether the subject 
merits such weighty consideration as tax men have accorded 
it. Many of us, however, representing business and dealing 
with the taxes imposed on such business, believe that here 
is a serious problem. It is a very complicated and trouble- 
some one, partially for the reason that we have had difficulty 
in agreeing among ourselves how it can be solved in a 
wholly satisfactory manner. 

Some people in Washington say businessmen do not 
know what to do about the problem of double taxation— 
that they cannot agree among themselves on a solution. 
There are reasons, of course, for this synical attitude. Here- 
tofore, so many prophets of business have been heard in 
Washington, each preaching a different doctrine, that 
Congress and the administration are undoubtedly confused. 
If we cannot reconcile our differences and agree among 
ourselves on such problems as this one, we certainly cannot 
convince the government that it should follow a particular 
course of action. 

On the subject of the double taxation of dividends, 
baffling as it is, I believe that today there s very substantial 
agreement among businessmen concerning the action that 
should be taken. 

If corporate tax rates were low and losses were averaged 
over several years it would probably make little difference 
whether anything were done to correct the inequities result- 
ing from double taxation. However, as long as we have high 
corporate tax rates and high individual income tax rates, 
the problem of eliminating or alleviating so-called double 
taxation will persist. 


The Importance of Double Taxation 


Assuming for the present that double taxation is not 


very largely removed by tax shifting, of what importance is 
it? The great bulk of the cash dividends of corporations 
is received by individuals subject to the personal income 
tax. In recent years, after allowing for intercorporate divi- 
dend payments, approximately $4 billion in dividends has 
been flowing out to individuals and fiduciaries, about a 
third cf whom according to recent Treasury income statis- 
tics, have incomes of $5,000 or less. To the shareholders 
who must pay a tax on dividends, it is obviously important 
whether the earnings of corporations are taxed and if so, 
how they are taxed. 

In 1941, both large and small corporations with net in- 
comes paid out 36 per cent of their earnings in cash 
dividends. That was a year of considerable prosperity, and 
corporate earnings before taxes were $18 billion. In years 
of lower income the ratio of dividends to income would 
probably be higher, since cash dividends in bad years may 
be paid out of the earnings reserved in good years. A sub- 
stantial part of corporate income, therefore, is paid out in 
dividends and is taxed again in the hands of individuals. 
Thus, the double taxation of these dividends becomes 
important. 

It is important in another respect. It discriminates 
against the income from venture capital, the income going 
to those who are successful in assuming the greatest risks 
of investment—the shareholders. It does not fall upon the 
interest paid to the creditors, the rentals paid on leased 
property, or to wages and salaries. There is no sound 
economic reason for such discrimination. In fact, there is 
every reason why those who risk their funds in expanding 
production and employment should be encouraged in their 
efforts to increase the income stream instead of being 
penalized. 

Double taxation not only discriminates against the 
shareholders in comparison with other income recipients, 
it also tempts corporations into the practice of financing 
their needs by borrowing rather than by issuing stock. It 
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invites them to incur fixed interest charges in order to 
avoid taxation upon their income because interest is a de- 
ductible expense. New enterprises and undertakings with 
quite variable earnings should certainly not be burdened 
with debt obligations. Yet this very result is openly pro- 
moted by our methods of income taxation 

Is Double Taxation Cancelled 
By Tax Shifting? 


If the corporation tax cannot be shifted completely—and 
there are many cases where it cannot be shifted at all—some 
double taxation results; and, if it is fully shifted, there is 
no real double taxation, as economists have repeatedly 
declared. 

The forces of price determination are so numerous, 
complex, and variable that it has not been possible statisti- 
cally to demonstrate that tax shifting does or does not 
generally occur. When prices rise in boom periods, as in 
wartime, some business men optimistically incline to the 
view that all taxes are shifted. However, the price level is 
probably rising because of currency inflation and a relative 
scarcity of goods, rather than because of taxes. It is true, 
of course, that high taxes may encourage business extrava- 
gance and even some inefficiency, with resulting higher costs 
and prices; but this is not tax shifting in any direct sense. 
It has never been proved to my knowledge that prices 
generally rise and fall with changes in the corporate income 
tax rates. 

Corporations must, to be sure, receive a sufficient return 
on their investment to permit them to remain in business. 
If high tax rates are imposed, an insufficient return will be 
left for the shareholders and business initiative will be 
deadened unless the income tax is at least partially shifted. 
But if the tax rate is moderate, it may be a minor factor in 
business and little shifting may occur. 

Many corporations, even in generally prosperous years, 
report no net income to the Treasury. Of the nation’s 
476,000 business corporations, only 264,000 reported they 
had net income in 1944. This means that the corporations 
enjoying net income may have to compete with deficit cor- 
porations and may therefore be restricted in their efforts 
to shift taxes upon net income. 

It should also be kept in mind that the income tax is 
applied to income after the year is closed and costs have 
been determined. Until the books are closed, how can it be 
known with accuracy what the costs and profits will aggre- 
gate? Hence the corporation in its pricing can only estimate 
what its future income taxes will be and hope that it will 
be fortunate enough to shift at least some of those taxes. 

The more control corporations have over prices, the 
more easily they can shift their income taxes. The more 
highly competitive the market, the more difficult it will 
be to shift such taxes. It seems evident that tax shifting 
to the extent that it may occur, varies with changing supply 
and demand factors and with variable individual and 
gencral economic situations. 


Economists who have carefully studied price behavior 
are inclined now to think that some tax shifting occurs, 
whereas it was formerly the prevailing view that little or 
no shifting occurs. However, it appears that in general the 
corporate income tax is only partly shifted and that it tends 
to remain quite substantially with the owners of the enter- 
prises. 


Should Corporation Taxes 
Be Abandoned? 


Some of those who have been baffled by the evils of 
double taxation would abolish corporate taxation. It goes 
without saying that the effort to secure complete abolition 
of taxes on corporations is certain to meet formidable oppo- 
sition. Overwhelming objections immediately arise, includ- 
ing a large revenue loss, the traditional political opposition 
to exempting corporations from taxation, the opportunities 
for avoiding the personal income tax by increasing the 
income retained by the corporation, the possibility of de- 
vising some less drastic approach to the problem, and the 
fact that moderate taxes, in the past, have probably not 
been seriously detrimental to corporate activity. 

If the proposal to exempt corporation income from 
taxation is brushed aside, the question invariably arises, 
why not exclude dividends from the taxable income of 
investors? The answer may be found in the apparent dis- 
criminatory effects of such a proposal. If this were done, 
some individuals would escape from surtax rates on divid- 
ends that might rise to 50, 75, or 80 per cent. Those at 
the opposite extreme would escape from a tax rate of 19 
or 25 per cent. If it is assumed that a 38 per cent corpora- 
tion tax has been paid on the income going into dividends, 
those whose marginal personal tax rates are higher should 
logically pay an additional tax and those with lower mar- 
ginal rates should be allowed a tax refund, assuming the 
principle of progressive taxation on individuals is to be 
followed. The proposal is just as impracticable as the 
first, considering the present disparities between the cor- 
porate and individual tax rates. 


The Partnership Approach 


Should we not disregard the corporation and tax the 
owners as individuals both on cash dividends received and 
on their shares of the undistributed income? This prin- 
ciple is followed in taxing partnerships and if practicable 
would equalize the taxation of corporate and noncorporate 
income as well as the taxation of distributed and undis- 
tributed income and of dividends and other forms of in- 
come, all of which would be taxed only once, as individual 
income. 

Because of its legal and practical complications, the 
partnership method of taxation would seem to be feasible 
only in the case of small corporations, and here it might be 
necessary to reach a 100 per cent agreement among the 
shareholders on taking the plunge. It would not be prac- 
ticable for the large corporations with thousands of share- 
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holders; nor would it bring tax advantages to closely 
held large corporations with a few shareholders, because 
it would force them to pay on undistributed income the 
high surtax rates of the individual income tax. Many tax 
students think the partnership method has merit for the 
small corporations whose owners are in agreement on its 
advantages, and that it should be allowed as an option to 
those corporations that would find it advantageous. To the 
extent that it could be employed, it would neutralize taxa- 
tion as a factor affecting the choice of incorporating. At 
most, however, it would cut into only one segment of the 
problem of double taxation. 


An Undistributed Income Tax 


A relatively simple and direct way to eliminate the 
double taxation of dividends would be the imposition of a 
tax upon the undistributed income of corporations. Divi- 
dend payments, like interest on debt, would be deductible 
for the corporation and taxable to the recipient as income. 
If the present corporate tax rates of 21 to 38 per cent 
were applied only to undistributed income and corporations 
paid out half or more of their income in dividends, as 
they probably would do, a substantial reduction in corporate 
taxes would result. This method of removing double taxa- 
tion has found favor among quite a few economists and 
some businessmen, with such adaptations as each propo- 
nent may favor. 

The great majority of businessmen, however, appear to 
harbor a rather violent dislike for all undistributed, in- 
come taxes. They invariably recall the 1936 excursion into 
the field, with a supplementary tax at rates of 7 to 27 per 
cent on undistributed income, the rates varying with the 
percentage of income retained. The tax encouraged corpo- 
rations to pay out much larger dividends and was thought 
by many observers to have been an important factor in 
causing the business recession of 1937. The tax hit hardest 
the corporations that most needed to retain their earnings 
as the most simple, direct and economical way to raise 
capital. These were generally the small growing corpora- 
tions lacking substantial reserves and ready access to the 
capital markets. 

The undistributed income tax has been favored by those 
who argue that excessive corporate saving is a major cause 
of economic instability and that the shareholders, not the 
directors, should decide whether the corporate earnings 
shall be paid out in dividends. Increased consumer spend- 
ing in periods of general depression would be desirable, as 
some government spokesmen have said, but not in boom 
periods, like the present, when the country is plagued by 
a super-abundance of funds and a dearth of goods. Corpo- 
rations should not be coerced into paying larger dividends 
in times of prosperity; rather they should be encouraged 
to maintain dividends in hard times out of previous earn- 
ings, as indeed many of them have. 

As to the other argument that the shareholders should 
control dividend policies, it should be remembered that a 





corporation is a form of representative government. Pre- 
sumably the directors and the managers are carrying out 
the wishes of at least those who hold a majority of the 
shares of voting stock. If they are not, the shareholders 
should remove their representatives and elect those who 
will carry out their wishes. The management, however, is 
usually in the best position to decide whether it will be 
advisable for the corporation to retain earnings for rein- 
vestment. 

An objection frequently raised to an undistributed in- 
come tax is the pressure it would apply to corporations to 
finance their capital requirements by borrowing. This is a 
very important factor. The high cost of retaining earnings 
would tend to drive them to their creditors, because in- 
terest on debt is deductible in computing taxable income, 
and topheavy financial structures, with heavy fixed charges 
menacing the stability of corporations, would be encour- 
aged. 

The revenue aspect of the undistributed income tax is 
also important. If the present corporate tax rates were con- 
tinued and increased dividends were taxed with the in- 
dividual income tax, the corporate tax yield would be cut 
very materially and the individual income tax yield would 
rise somewhat, but probably not enough to offset the reve- 
nue loss. Perhaps a net revenue loss of $2 billion would 
be suffered, depending upon the corporate and individual 
rates employed and other variables. These and other con- 
siderations already mentioned appear to militate against 
the adoption of an undistributed income tax. 


How The British Deal With 
Double Taxation 


The British have the oldest of the modern income taxes 
and have pioneered in its development. The British method 
of coping with double taxation is essentially that of a 
withholding arrangement. Corporations are taxed at a rate 
of 45 per cent on the net income remaining after the pay- 
ment of the 60 per cent excess profits tax. Double taxation 
is removed with respect to the corporate income tax but not 
for the excess profits tax. 

The corporate income tax rate is the same as the in- 
dividual normal, or standard, tax rate, that is, 45 per cent. 
After certain allowances are granted, the individual rate 
starts at 15 per cent and rises to 97.5 per cent. In reporting 
his dividend income the taxpayer reports his gross dividend, 
that is, the cash dividend he receives plus the tax the corpo- 
ration paid on his behalf on the income destined to go out 
in dividends. 

If the British method were adopted in this country, cor- 
porations would presumably have to report to every share- 
holder the gross dividends and the taxes withheld. This 
would be an added chore to corporations in addition to 
specific complications that would arise from adjustmets 
made by tax auditors, differences in fiscal years, inability 
to determine the taxable status of a dividend at the time 
of payment thereof, etc. 
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Under the British plan a great number of tax refunds 
would also be necessary. With a tax rate of 45 per cent 
or even at a somewhat lower level, such as the present 38 
per cent corporate maximum rate, many shareholders would 
be taxed beyond their legal liability, and their ability to 
pay. Many refunds of taxes withheld on wages and salaries 
are now necessary and to them would be added new re- 
funds for the overpayment of taxes on dividends. The 
Treasury would thus be burdened with an unwelcome task. 

It may also be objected that the traditional British al- 
lowance for the full corporate income tax is inconsistent 
with prevailing views of tax students concerning the in- 
cidence of the corporate income tax. If, as many believe, 
there is some shifting of this tax, and may be argued that 
the complete elimination of double taxation by a with- 
holding arrangement is not warranted. 


Modified British Proposals 


Those who advocate the British principle of integrating 
the corporate and individual income taxes usually advance 
some adaptation of it. They commonly suggest that corpo- 
rations should pay a net income tax at a rate of approxi- 
mately 20 per cent and that the individual income tax 
should also start at the same rate. It would then be assumed 
that the corporation had withheld from the individual a tax 
on his dividends and the shareholder would report cash 
dividends received plus an assumed tax. To simplify the 
calculation of the individual's tax, it is usually assumed that 
he is taxed at the corporate tax rate on his dividends. That 
is, for each $1,000 of taxable dividends received, he would 
report a gross dividend of $1,000 plus 20 per cent of that 
amount, or $1,200. He would then calculate his tax and 
subtract $200 to determine his final liability. To simplify 
tax administration, it is usually proposed that no refunds 
shall be allowed. 

The proposed 20 per cent corporate tax rate now seems 
to be quite unrealistic in the immediate future in view of 
the government’s great revenue demands. Wage earners, 
farmers, and others with moderate incomes could hardly 
be expected to glow with enthusiasm over the proposal 
that their starting tax rate should be identical with the 
maximum corporate tax rate. They would probably realize 
that the individual tax rates would have to be higher be- 
cause the corporate tax rate was so low. It may also be 
objected that at least part of the corporate income tax is 
commonly shifted and the dividend tax adjustment would 
be too generous. The proposal appears to be impracticable 
for both economic and political reasons. 


Corporate Income Tax With Surtax on 
Undistributed Income 


Some economists have suggested another solution for 
the dilemma of double taxation, the imposition of a cor- 
porate net income tax with a surtax on undistributed in- 
come. It might work like this. First, every corporation 
would pay a tax at a rate, let us say, of 19 per cent on its 


net income, the rate to depend upon revenue requirements. 
Then upon any income remaining that was not paid out in 
dividends a surtax at a similar rate, say 19 per cent, would 
be imposed. 

It will be objected immediately that the surtax would 
unfairly penalize corporations urgently needing capital to 
finance their needs, particularly the smaller companies. To 
meet this criticism it has been suggested that the first 
$100,000 of retained income, for at least the smaller cor- 
porations, might be exempt from the surtax. The result 
would be that the smallest income corporations would pay 
only the minimum tax rate of 19 per cent. Perhaps only 3 
or 4 per cent of our corporations would retain more than 
$100,000 out of their annual income, as a rule, and they 
alone would pay the price of the 19 per cent surtax for 
that privilege. 

In defense of the proposal, it is argued by its proponents 
that the smaller corporations should be encouraged to re- 
tain their earnings as a means of financing their expansion. 
It is said that the larger corporations in need of capital 
could obtain it without paying the surtax by resorting to 
the financial markets, or they could, if they preferred, re- 
tain their earnings and pay the surtax. It is felt that the 
larger corporations not currently needing funds for rein- 
vestment should be discouraged from “hoarding” their 
earnings by a tax on retained income. 

The proposal would, of course, penalize the larger cor- 
porations and compel them to pay the price of bigness in 
higher tax rates. The smaller companies might also object 
that the surtax would deter their expansion beyond a limi- 
ted size and that it might be only a matter of time until the 
exemption of retained earnings had been lowered to $50,000 
or a much smaller sum. New enterprises requiring sub- 
stantial investments would be penalized by the proposal, 
which would take care of only the small concerns in in- 
dustries where an annual reinvestment of not more than 
$100,000 is adequate. In the metal goods industries, for 
example, the exemption of $100,000 of retained earnings 
would not be sufficient to meet the needs of many pro- 
ducers. The business support for this method of mitigating 
double taxation would thus have to come from the numer- 
ous small concerns which would immediately benefit from 
it and it is not clear that they would endorse it. 


A Dividend Credit to Individuals 


In the plan for alleviating double taxation developed 
by the National Association of State Chambers of Com- 
merce, it is proposed that stockholders shall receive a 
credit, in computing their individual income taxes, of 16 
per cent of their taxable dividends. This is the starting 
rate proposed for both the corporate and individual income 
taxes. The corporate tax rates would advance to 32 per cent 
at $50,000 of net income. It is also proposed that the in- 
dividual tax rates shall soon be cut to a maximum of 75 
per cent and eventually to 50 per cent as revenue require- 
ments are relaxed, assuming that expenditures can steadily 
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be slashed. The shareholder would report only the divi- 
dends actually received in his income, and after computing 
his income tax he would reduce the tax by 16 per cent of 
his taxable dividends. To simplify the tax administration, 
no refunds of taxes would be granted. Some inequities 
would result but they appear to be a fair price to pay for 
the simplicity and convenience of the plan. 

The dividend credit could be adjusted to allow for 
changes in the starting rates on corporate and individual 
incomes. If, for example, they were taxed on the first 
bracket at a rate of 15 per cent, a credit at that rate would 
be permitted; if they were taxed at a rate of 20 per cent, 
the credit would also be 20 per cent. 

The plan would provide only partial relief in the begin- 
ning for double taxation. It assumes that there may be 
some shifting of the corporate income tax but that a 
large part of it is absorbed by the owners. The plan is 
more generous with the small income corporations than 
with the larger. It automatically assumes that the small 
enterprises shift little or none of their income taxes and 
that the large corpwrations, especially the low cost pro- 
ducers, might shift some of their taxes. This probably co- 
incides roughly with the facts of tax shifting. 

The plan would alleviate double taxation on dividends 
for both preferred and common stock. If the dividend 
credit were allowed only on common stock, in time the 
preferred stock would tend to be replaced by the common 
and the purpose of the limitation would tend to be de- 


feated. It is not feasible to recognize the various degrees 
of risk assumed by those holding preferred and common 
stocks of different corporations and different industries, 
nor is it practicable to say precisely how much of the cor- 
porate income tax is absorbed by the common, as distin- 
guished from the preferred, stockholders. In the long run, 
at least, both groups of investors feel the effects of double 
taxation and both should have relief. 

The plan is an application of the traditional American 
method of dealing with double taxation prior to 1936. Be- 
fore the ill-fated undistributed income tax was introduced 
in that year, stockholders were not required to pay the nor- 
mal tax on dividend income. Now the normal tax rate is 
only 2.85 per cent, in effect, and the first bracket of income 
is hit with a much higher rate surtax. Corporate tax rates 
are also much higher than they ever were before in times 
of peace, and it is only fair that a dividend credit of at 
least 16 per cent shall be allowed to individuals. 

The relief of double taxation by this method might 
cause a revenue loss of about a billion dollars. This is 
uot a high price to pay for the greater equity in taxing the 
different types of income and for the benefits that should 
ensue to the whole economy from the stimulation of in- 
vestment, the key to greater production and employment. 
The plan would materially lessen the discrimination which 
now operates to penalize the more risky investments attend- 
ing the promotion of new business ventures, and thus, to 
slow down the flow of risk-taking and the national income. 
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